
Paragraph 11.16 of the Consultative Document refers to "discounts requiring careful

vening to ensure that they would not have some anti-competitive effect", a time­

consuming piece of "micro-market" regulation which is not the solution to anti­

competitive practices. The only way to achieve retail pricing flexibility. while avoiding

unfair competitive practices, is through enacting robust competition policy legislation.

Incremental costs should then serve as, the floor for retail pricing. Of course the

incremental costs for retail service are different to those for interconnection. One of

the aims of the LRIC process is to strip away allocated costs which do not relate to the

provision of interconnection. However such costs must apply to retail as they are

incurred to attract, service or add-value to customers.

Thus. the LRIC for interconnection only includes those costs, including a rate of

return on capital employed, necessarily incurred to provide interconnection. while the

LRIC for retail includes all of !he other aspects of the company's activities, from

ill billing through to corporate donations.

Sen-ice providers

I

I
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Question A in Chapter 13 asks why the USA enjoys a wider range of

telecommunications services and service providers than the UK. The answer, we

believe, is that the structure of telecommunications service - local loop service

providers charging for local calls on a non-usage sensitive basis - has given an

enormous boost to the provision of value added services. These services do not need

to generate enough additional value to cover the cost of the call. Because of the

different structure of the telecommunications sector in the UK, with local loop

competition already in place. it is impossible to replicate these conditions exactly

through regulation. Indeed. as competition develops in the US, the relationship

berween "toll" and "toll-free" services is also likely to change.

23



OJ

I

J

"I

I
I

The interesting question for the UK is why the prospect of generating tremendous

volumes of additional traffic through value-added services has not stimulated a plethora

of innovative incremental cost-based tariff offers from telephone companies eager to

stimulate growth and raise extra revenues. In the case of the new entrants. it is easy

enough to identify the answer, BT retail price-based interconnection tariffs and the BT

price cap serve to stifle innovation.

In the case of BT itself. the answer is less clear. We believe that it would clearly be

in BT's commercial interests to seek to grow the market by encouraging as many

distribution channels for its service as possible. with prices tailored to each channel.

Indeed new entrants are attempting to do this within the constraints of the

interconnection regime and price caps; Mercury One-2-0ne's free off-peak calls being

perhaps the most well-known example.

As we believe that BT is not acting in its own best interests. it is difficult to detennine

what regulatory action. if any. should be undertaken to "force it to be free" from the

monoJX>ly mindset which still seems to dominate. New entrants need to struggle to

acquire each and every customer. BT. with its massive installed base, market

dominance and high brand recognition, need merely wait for the customer to call.

Unfortunately. this strategy sub-optimises the distribution of "plain old telephone

service". not least because it restricts potential service providers and users' choice of

innovative new services.

It is clearly important to avoid creating regulatory distortions through forcing the

company to provide service packages to large users or value added service providers

which are not economically efficient. And, of course, competition wilt in due course

solve the problem.
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The example of cellular service provision

The spectacular success of the cellular service providers in achieving high penetration

should not be confused with the creation of competition. The relationship between the

cellular duopolists and their service providers is more like that of a franchiser and

franchisee than between independent retailers and the suppliers of goods or services.

While the service providers compete aggressively over the initial "sign-on" prices for

mobile phones - and the innovation they have shown here is largely responsible for the

way that mobile-phones have swiftly rolled down the demand curve - there is virtually

no competition over tariffs. Because they simply receive a discount on the retail

price. each service provider charges the same rate for each tariff package. Nor has

there been much competition over service levels - although this is changing as some

service providers are beginning to offer a broader service, catering for all their

customers telecommunications needs.

Other comments relating to service providers

Question (c) seeks views on the licensing of service providers. We believe that the

current regime is too complicated, and that there should be two classes of licensee;

PrOs (who provide physical access to the network) and Telecommunications Service

Licences (TSL).

Questions (d), (e) and (f) address complicated technical issues relating to intelligent

networks. U S WEST has participated in discussions with the FCC in the US

concerning their regulation, and we would like to be part of a similar process in the

UK. We believe that this consultation should be conducted separately from the other

issues raised in the Consultative Document.
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Question (g) relates to access to numbering. We believe that numbers should be

allocated equitably to organisations according to the purpose to which they will be put,

rather than the nature of the company requesting the number. Thus all PTO's, when

requesting numbers in their capacity as a PTO, should be treated equally. However

if a PTO wishes to provide a service - such as a calling card - that company should

not be treated any differently to any other company, whether a large user, a service

provider or another licensed operator, which wants to offer a similar service.
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Alternatives to pence per minute charging for interconnection services

We believe that it is likely that the "bottom-up" calculation of LRlC will establish that

most, if not all, cost drivers in interconnection are not per-minute of usage based. The

public policy imperative is that these costs, whatever their structure, are used as the

interconnection tariff. They should not disadvantage any economically efficient

competitor.

If an operator wishes to purchase a service on another basis - such as pence per

minute - which does not reflect the LRIC of interconnection then that is a commercial

matter for negotiation by that operator. The only interconnection tariff which should

be made available is that which accurately reflects the cost drivers of the service.

Where there is sufficient competition, and an equitable interconnection regime, BT's

retail pricing structure. subject to competition and fair trading constraints, should be

a matter for BT.
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Conclusion

U S WEST welcomes the opportunity to comment on what we believe is the most

significant regulatory review paper published by OFTEL. To summarise our comments,

we believe that OFTEL should distinguish between two types of telecommunications

service; interconnection and retail.

"Interconnection" should be tightly defined as those service components essential to

call completion. The tariff for interconnection should be calculated through a "bottom

up" approach which identifies the cost drivers and their long run incremental cost

(LRlC), includjng the appropriate contribution to the cost of capital. There should be

no arbitrary mark-up to this LRlC. as any attempt to add common or overhead costs

will distort the market, serve as a barrier to effective competition and operate against

the public good of "any to any" calling.

"Retail" covers all the other services which operators provide in the marketplace.

Operators should recover all of their overhead costs from these retail services.

Competition will force operators to allocate these costs to services in the most efficient

manner.

In general, operators should have the freedom to tailor their prices to the market,

subject to competition and fair trading rules. However there may be a short-tenn need,

as competition develops, for regulatory action to prevent dominant operators exploiting

their market power in parts of the market which are nominally competitive but which

are, in practice. dominated by one or two operators.
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Appendix

Detailed comment on the proposed mark-ups to LRIG

The Efficient ComponenJ Pricing Rule (ECPR)

The ECPR depends on a number of assumptions about the market-place which, in the

case of telecommunications, are c1early_ not valid:

• perfectly substitutable, homogeneous products;

• competition only through price;

• a single technology used by all service providers;

• efficiently costed operations by the incumbent;

• incumbent prices equal to social marginal costs, based on the best

available technology.

If these assumptions were to hold, then there would be no basis for competitive entry

since society's resources would be already used to maximum efficiency and social

welfare could not be improved by competition.

We agree with the criticisms of ECPR made by OFTEL in paragraphs 4.23-4.25. It is

effectively a tool to protect incumbent monopolistS.
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Ramsey pricing and the inverse elasticity rule

When unable. because of natural monopoly, to adopt the best pricing rule of marginal

costs. the "second best" approach is to seek to use that set of prices which will cause
,

the least economic distortion. measured in tenns of how those prices will change the

pattern of consumption.

The solution to this "second best" approach proposed by Ramsey is known as the

"inverse elasticity rule". This approach segments customers into groups according to

their elasticity of demand, that is to say from those who are most price sensitive - any

increase in price will stop them using the product all together - whose demand is

perfectly elastic. through to those who are the most price insensitive - a price increase

will have no impact on the amount that they consume - whose demand is perfectly

inelastic. The more inelastic the demand. the higher the price charged.

Tbis approach ensures that total consumption remains as close as possible to the level

that it would have had the price equalled marginal cost for all customers. with this

being sufficient for the firm to break-even.

However there are two policy problems to this approach:

• by setting the highest prices for the most inelastic customers. the heaviest

burden is being placed on those who depend upon the product most.

This may have undesirable social policy consequences;
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• more importantly, it is impossible to segment classes of customer in a

partly competitive market Demand naturally becomes more elastic

when there are competing alternatives. 'The Ramsey rule would suggest

shifting prices from areas which are competitive to areas which are still

monopoly provided - an anti-competitive move which allows the operator

to cross-subsidise competitive markets from un-competitive markets.

Customers object, as do other operators who, typically, have no

monopoly of their own to exploit.

Furthermore, in a partly competitive market. the incumbent no longer

faces the market demand curve with its set of elasticities. It must

instead take elasticities from its own demand curve which will differ

from that of the market as a whole, thus creating a different set of cross­

subsidised prices from the social-optimal set derived by Ramsey pricing

in a monopoly.

In short, Ramsey pncmg rules, while perhaps appropriate in a pure monopoly

environment, are wholly inappropriate in a market moving towards full competition.

Equal Mark-ups

This approach to increasing LRIC is purely arbitrary. It has the benefit of

administrative ease but. because of the random impact it will have on pricing signals.

probably maximises the distortions. in terms of self-provision vs purchase decisions,

over interconnection.
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Market-based Mark-ups

In the United States, many states which practice rate-of-return regulation give the

incumbent telephone company the right to recover the "revenue requirement" which

is the product of the rate-of-return calculation. 3 Many states have also historically

used the revenues earned from interconnection rates to contribute to the regulated

revenue requirement so that less revenue needed to be recovered from residential rates.

Although the UK has explicitly rejected the notion of rate-of-retum regulation, because

it has poor efficiency incentives and encourages operators to "gold-plate" their

investment programme, for the sake of completeness this section describes how

U S \\'EST has approached this regime.

In the US. U S \VEST has proposed that the principle of "essential facilities" should

govern interconnection tariffs. Those elements defined by US anti-trust law as

essential facilities for interconnection are charged on the basis of LRIC; other

interconnection elements. which are available from other service providers or which

can be reasonably self-provided, are charged at the market price. U S WEST in the

United States has recognised that setting prices based on fully distributed costing

methods creates pricing signals that distort both entry decisions and consumption

decisions. While the elimination of these practices cannot occur overnight, their

presence is antithetical to the development of a competitive telecommunications

marketplace.

J Bell operating companies have been prohibited from providing many retail
services such as interlata toll, ceJIular, video programming and have thereby
been focused on providing wholesale capabilities to other providers.
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APPENDIX E
Page 1 of 1

A 25\ ADDRESSABILITY STANDARD
DOES NOT SIGNIFICANTLY LIMIT A

LEC'S ABILITY TO INCREASE PRICES

Assume 25\ Addressability/O\ Competitive Share

Competitive Area Non-Competitive Area

LEC Share
Competitor Share

25%
0%

75%
0%

Case 1: LEC Introduces 10\ Price Increase with
10\ Share Loss in Competitive Area

LEC Share
Competitor Share

Increased Revenues

22.5%
2.5%

Economic Impact

75%
0%

Decreased Revenues

2.25%
7.50%
9.75%

Competitive Area
Non-Competitive Area

2.50%
0.00%
2.50%

Case 2:

Net Economic Gain - 7.25%

LEC Introduces 10\ Price Increase with
30\ Share Loss in Competitive Area

LEC Share
Competitor Share

Increased Revenues

17.50%
7.50%

Economic Impact

75%
0%

Decreased Revenues

1.75%
7.50%
9.25%

Competitive Area
Non-Competitive Area

7.50%
0.00%
7.50%

Net Economic Gain - 1.75\



IMPACT OF 1% UPPER SERVICE BAND APPENDIX F
LIMIT ON LEC PRICING FLEXIBILITY PAGE 1 OF 2

+5% -10% +1% -100% +2% -10% +0% -100%
SBI Limits SBI Limits SBI Limits SBI Limits

Tandem- RIC
Switched

(A) (B) (C) (0)
Year 1

PCI(t-1 ) 100.00 100.00 100.00 100.00
PCI Change -2.00% -2.00% -2.00% -2.00%
PCI(t) 98.00 98.00 98.00 98.00

Service Band 1

Existing Revenue $1,000,000 $1,000,000 $1,000,000 $1,000,000
SBI(t-1 ) 100.00 100.00 100.00 100.00
Price Change -10.00% -12.00% -12.00% -12.00%
Proposed Revenue $900,000 $880,000 $880,000 $880,000
SBl(t) 90.00 88.00 88.00 88.00
Upper limit 102.90 98.98 99.96 98.00
Lower limit 88.20 N/A 88.20 N/A

Year 2

PCI(t-1 ) 98.00 98.00 98.00 98.00
PCI Change -3.00% -3.00% -3.00% -3.00%
PCI(t) 95.06 95.06 95.06 95.06

Service Band 1

Existing Revenue $900,000 $880,000 $880,000 $880,000
SBI(t-1 ) 90.00 88.00 88.00 88.00
Price Change 0.00% 0.00% 0.00% 0.00%
Proposed Revenue $900,000 $880,000 $880,000 $880,000
SBl(t) 90.00 88.00 88.00 88.00
Upper limit 91.67 86.21 87.07 85.36
Lower limit 78.57 N/A 76.82 N/A

Mandatory Reduction 0.00% -2.03% -1.06% -3.00%



IMPACT OF 1% UPPER SERVICE BAND APPENDIX F
LIMIT ON LEC PRICING FLEXIBILITY PAGE 2 OF 2

+5% -10% +1% ·100% +2% -10% +0% -100%
SBI Limits SBI Limits SBI Limits SBI Limits

Tandem- RIC
Switched

(A) (B) (C) (0)
Year 1

PCI(t-1 ) 100.00 100.00 100.00 100.00
PCI Change -2.00% -2.00% -2.00% -2.00% .
PCI(t) 98.00 98.00 98.00 98.00

Service Band 1

Existing Revenue $1,000,000 $1,000,000 $1,000,000 $1,000,000
SBI(t-1 ) 100.00 100.00 100.00 100.00
Price Change -10.00% -12.00% -12.00% -12.00%
Proposed Revenue $900,000 $880,000 $880,000 $880,000
SBI(t) 90.00 88.00 88.00 88.00
Upper limit 102.90 98.98 99.96 98.00
Lower limit 88.20 N/A 88.20 N/A

Year 2

PCI(t-1 ) 98.00 98.00 98.00 98.00
PCI Change -6.00% -6.00% -6.00% -6.00%
PCI(t) 92.12 92.12 92.12 92.12

Service Band 1

Existing Revenue $900,000 $880,000 $880,000 $880,000
SBI(t-1 ) 90.00 88.00 88.00 88.00
Price Change 0.00% 0.00% 0.00% 0.00%
Proposed Revenue $900,000 $880,000 $880,000 $880,000
SBI(t) 90.00 88.00 88.00 88.00
Upper limit 88.83 83.55 84.37 82.72
Lower limit 76.14 N/A 74.45 N/A

Mandatory Reduction -1.30% -5.06% -4.12% -6.00%



CERTIFICATE OF SERVICE

I, Diane Danyo, do hereby certify that on this 6th day

of February, 1996, a copy of the foregoing "Reply Comments of

AT&T Corp." was mailed by u.S. first class mail, postage prepaid,

to the parties on the attached Service List.

lsi Diane Danyo
Diane Danyo



SERVICE LIST

James S. Blaszak
Levine, Blaszak, Block

and Boothby
Suite 500
1300 Connecticut Ave. N.W.
Washington, D.C. 20036-1703

Attorney for
Ad Hoc Telecommunications
Users Group

Susan M. Gately
Economics and

Technology, Inc.
One Washington Mall
Boston, MA 02108-2617

Consultant for
Ad Hoc Telecommunications
Users Group

Gary R. Phillips
Michael S. Pabian
Ameritech
Room 4H82
2000 W. Ameritech Center Dr.
Hoffman Estates, IL 60196

Richard J. Metzger
General Counsel
Association for Local

Telecommunications Services
Suite 560
1200 19th Street, N.W.
Washington, D.C. 20036

Michael E. Glover
Edward Shakin
Bell Atlantic Companies
Eighth Floor
1320 N. Courthouse Rd.
Arlington, VA 22201

Edward D. Young III
Bell Atlantic Companies
Eighth Floor
1320 N. Courthouse Rd.
Arlington, VA 22201

Gary M. Epstein
James H. Barker
Latham & Watkins
Suite 1300
1001 pennsylvania Ave., NW
Washington, D.C. 20004-2505

Attorneys for BellSouth
Telecommunications, Inc.

M. Robert Sutherland
Richard M. Sbaratta
BellSouth

Telecommunications, Inc.
4300 Southern Bell Center
675 W. Peachtree St., N.E.
Atlanta, Georgia 30375

Alan J. Gardner
Jerry Yanowitz
Jeffrey Sinsheimer
California Cable

Television Association
4341 Piedmont Avenue
Oakland, CA 94611

Donna N. Lampert
Russell C. Merbeth
Mintz, Levin, Cohn, Ferris,

Glovisky and Popeo, P.C.
Suite 900
701 Pennsylvania Ave., N.W.
Washington, D.C. 20004

Attorneys for California
Cable Television
Association

Walter Bolter
Economic Consultant
Bethesda Research

Institute, Ltd.
P.O. Box 4044
St. Augustine, FL 32085

Consultant for California
Cable Television
Association



- 2 -

Thomas R. Taylor
Jack B. Harrison
Frost & Jacobs
2500 PNC Center
201 E. Fifth St.
Cincinnati, OH 45202

Attorneys for Cincinnati
Bell Telephone Company

Leonard J. Kennedy
Alura H. Phillips
Peter A. Batacan
Dow, Lohnes & Albertson
Suite 500
1255 23rd Street, N.W.
Washington, D.C. 20037

Attorneys for ComCast
Corporation

Danny E. Adams
Jeffrey S. Linder
Wiley, Rein & Fielding
1776 K Street, N.W.
Washington, D.C. 20006

Attorneys for
Competitive
Telecommunications
Association

Genevieve Morelli
VP and General Counsel
Competitive Telecommunications

Association
Suite 220
1140 Connecticut Ave., N.W.
Washington, D.C. 20036

Michael J. Shortley, III
Senior Attorney
Frontier Corporation
180 South Clinton Avenue
Rochester, NY 14646-0700

Emily C. Hewitt
Vincent L. Crivella
Michael J. Ettner
Jody B. Burton
General Service Administration
Room 4002
18th & F Streets, N.W.
Washington, D.C. 20405

Snavely, King & Associates
1220 L Street, N.W.
Washington, D.C. 20005

Economic Consultant for
General Service
Administration

Gail L. Polivy
GTE Service Corporation
Suite 1200
1850 M Street, N.W.
Washington, D.C. 20036

Michael L. Glaser
K. Harsha Krishman
Hopper & Kanouff, P.C.
Suite 200
1610 Wynkoop
Denver, CO 80202-1196

Attorneys for ICG Access
Services, Inc.

Robert J. Butler
Kurt E. DeSoto
Wiley, Rein & Fielding
1776 K Street, N.W.
Washington, D.C. 20006

Attorneys for Information
Industry Association

R. Michael Senkowski
Jeffrey S. Linder
Wiley, Rein & Fielding
1776 K Street, N.W.
Washington, D.C. 20006

Attorneys for Information
Technology and
Telecommunications
Association

Robert J. Aamoth
Reed Smith Shaw & McClay
Suite 1100 - East Tower
1301 K Street, N.W.
Washington, D.C. 20005

Attorney for LCI
International, Inc.



- 3 -

Douglas W. Kinkoph
Director, Regulatory/

Legislative Affairs
LCI International, Inc.
Suite 800
8180 Greensboro Drive
McLean, VA 22102

Peter A. Rohrbach
Karis A. Hastings
Hogan & Harston L.L.P.
555 13th Street
Washington, D.C. 20004

Attorneys for LDDS
Worldcom, Inc.

Catherine Sloan
Richard Fruchterman
Richard Whitt
LDDS WorldCom
Suite 400
1120 Connecticut Ave., N.W.
Washington, D.C. 20036

Chris Frentrup
Senior Regulatory Analyst
Federal Regulatory
MCI Telecommunications Corp.
1801 Pennsylvania Avenue, N.W.
Washington, D.C. 20006

Andrew D. Lipman
Jonathan E. Canis
Swidler & Berlin, Chartered
3000 K Street, N.W.
Washington, D.C. 20007

Attorneys for
MFS Communications
Company, Inc.

Cindy Z. Schonhaut
VP Government Affairs
MFS Communications

Company, Inc.
3000 K Street, N.W.
Washington, D.C. 20007

Daniel L. Brenner
Neal M. Goldberg
David L. Nicoll
1724 Massachusetts Ave., NW
Washington, D.C. 20036

Counsel for the National
Cable Television
Association, Inc.

Maureen o. Halmar
General Counsel
New York State Department

of Public Service
Three Empire State Plaza
Albany, NY 12223-1350

Joseph DiBella
The NYNEX Telephone Companies
Suite 400 West
1300 I Street, N.W.
Washington, D.C. 20005

Lisa M. Zaina
General Counsel
The Organization For The

Protection and Advancement
of Small Telephone Companies

Suite 700
21 Dupont Circle, N.W.
Washington, D.C. 20036

Stuart Polikoff
Regulatory and

Legislative Analyst
OPASTCO
Suite 700
21 Dupont Circle, N.W.
Washington, D.C. 20036

Lucille M. Mates
John W. Bogy
Pacific Bell and Nevada Bell
Room 1530A
140 New Montgomery Street
San Francisco, CA 94105

James L. Wurtz
Margaret E. Garber
Pacific Bell and Nevada Bell
1275 Pennsylvania Ave., N.W.
Washington, D.C. 20004



Eugene J. Baldrate
Director - Federal Regulatory
The Southern New England

Telephone Company
227 Church Street
New Haven, CT 06510

Robert M. Lynch
Durward D. Dupre
Thomas A. Pajda
Southwestern Bell

Telephone Company
Room 3520
One Bell Center
St. Louis, MO 63101

Jay C. Keithley
Richard Juhnke
Norina T. Moy
Sprint Corporation
Suite 1110
1850 M Street
Washington, D.C. 20036

Cheryl A. Tritt
Charles H. Kennedy
Eric N. Richardson
James A. Casey
Morrison & Foerster
Suite 5500
2000 Pennsylvania Ave., N.W.
Washington, D.C. 20006-1888

Attorneys for Sprint
Telecommunications Venture

Jonathan M. Chambers
Suite 1100
1850 M Street, N.W.
Washington, D.C. 20036

Attorney for Sprint
Telecommunications Venture

Charles C. Hunter
Kevin S. DiLallo
Hunter & Mow, P.C.
Suite 701
1620 I Street, N.W.
Washington, D.C. 20006

Attorneys for
Telecommunications
Resellers Association

- 4 -

J. Manning Lee
VP, Regulatory Affairs
Teleport Communications

Group Inc.
Suite 300
Two Teleport Drive
Staten Island, NY 10311

Gail Garfield Schwartz
VP, Public Policy and

Government Affairs
Suite 300
Two Teleport Drive
Staten Island, NY 10311

Attorney for Teleport
Communications Group Inc.

David R. Poe
Brian T. Fitzgerald
LeBoeuf, Lamb, Greene &

MacRae, L.L.P.
1875 Connecticut Avenue, N.W.
Washington, D.C. 20009-5728

Attorneys for Time Warner
Communications Holdings,
Inc.

Paul B. Jones
Janis Stahlhut
Donald F. Shepheard
Time Warner Communications

Holdings, Inc.
300 First Stamford Place
Stamford, CT 06902-6732

Dr. Lee L. Selwyn
Susan M. Baldwin
Economics and Technology, Inc.
One Washington Mall
Boston, MA 02108

Consultant for Time Warner
Communications Holdings,
Inc.

Mary McDermott
Linda Kent
Charles D. Cosson
United States

Telephone Association
Suite 600
1401 H Street
Washington, D.C. 20005



Gregory L. Cannon
Suite 700
1020 19th Street, N.W.
Washington, D.C. 20036

Attorney for U S WEST
Communications, Inc.

Dan L. Poole
Suite 700
1020 19th Street, N.W.
Washington, D.C. 20036

Attorney for U S WEST
Communications, Inc.

- 5 -


